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Table 1 
Key Economic Indicators 


1986 1987 1988 (Proj.) 
Domestic Economy 
Population (year-end, millions) 80.5 82.0 83.5 
Population Growth (% change p.a.) 2.0 1.9 1.8 
GDP, Current U.S. Dollars (billions) ' 127.2 143.1 175.0 
GDP Per Capita, Current U.S. Dollars! 1,580 1,745 2,096 
GNP, Current U.S. Dollars (billions) 1 119.7 135.8 166.5 
Real GDP Growth (% change p.a.) 3.8 1.4 0.5 
Consumer Price Index (% change p.a.) 105.7 159.2 48.0-50.0 
Money Supply (M-1) (% change p.a.) 64.4 136.8 70.0 
Production and Employment 
Labor Force (year-end, millions) 24.7 25.4 26.1 
Unemployment (% of workforce) 17.8 18.0 18.0 
Real Industrial Production (% change p.a.) 0.3 2.9 1.0 
Gross Domestic Investment (% of GDP) 15.5 15.3 15.7 
Govt. Financial Deficit (% of GDP) 16.3 15.9 10.0-12.0 
Balance of Payments ($ billions) 
Exports (F.O.B.) 16.0 20.6 20.9 
Imports (F.O.B.) 11.4 12.2 18.7 
Trade Balance 4.6 8.4 a 
Current Account Balance -1.6 3.9 -2.7 
Foreign Direct Investment 1.5 3.3 2.0 
Capital Account 1.8 1.2 -1.5 
Errors and Omissions 0.4 0.9 -0.5 
Foreign Exchange Reserves (end-of-period) 6.8 3.7 10.0 
Foreign Debt (end-of-period) 101.2 107.4 105.0 
Average Debt/Exports incl. Services 4.10 3.45 3.68 
Average Debt/GDP' 0.81 0.75 0.61 
Interest/Exports incl. Services 0.34 0.2 0.33 
Interest/Coverage ratio® 0.85 1.50 0.70 
Average Controlled Exchange Rate 611.35 1,366.73 2,250.0 
Average Free Exchange Rate 637.88 1,405.81 2,290.0 
Foreign Investment (Authorized $ billions) 
Total (cumulative) 17.0 20.8 22.8 
U.S. (cumulative) 11.0 13.4 14.8 
U.S. Share (percent) 64.8 64.3 65.0 
U.S.-Mexico Trade ($ billions)> 
(Actual) (Jan-June) 
U.S. Exports to Mexico (F.A.S.) 12.4 14.6 9.3 
U.S. Imports from Mexico (C.I.F.) 17.6 20.5 11.8 
Trade Balance -5.2 -5.9 -2.5 
U.S. Share of Mexican exports (%) 61.7 62.0 65.6 
U.S. Share of Mexican imports (%) 67.3 68.0 62.1 


Principal U.S. Exports (1987): Auto parts, electronic tubes, electrical switches, office machinery 
components, soybeans. 


Principal U.S. imports (1987): Crude petroleum, automobile engines, coffee, other automotive parts. 


' At average controlled rate for year; sharp fluctuations in dollar values are due to exchange rate 
movements. 

2 Current account surplus excluding interest payments divided by interest payments; 

measures ability of country to pay interest from current account earnings. 

3 Based on U.S. data. 








|. SUMMARY! 


For the past 11 months, Mexican economic policy has been dominated by a tough anti-inflation program- 
-the Economic Solidarity Pact (ESP)--which combines traditional austerity measures (tight fiscal and monetary 
policies) and heterodox measures (wage, price, and exchange rate controls). During the first three quarters 
of 1988, the Pact has been successful and Mexican economic authorities have stated it will remain in effect 
at least through the end of 1988. The Mexican Government is expected to continue strong anti-inflation and 
market opening policies when the new administration takes office in December. 


GDP grew by about 2 percent in the first half of 1988 compared to 1.4 percent for 1987 as a whole, but 
is expected to decline during the second half of the year. Employment grew slightly through June 1988 
but real minimum wages fell by 6.1 percent. Nonetheless, many workers covered by contractual agreements 
with employers have enjoyed real wage increases this year. 


The public sector financial deficit was 22.8 trillion pesos during the first 6 months of 1988, a real decrease 
of about 11.3 percent compared to the same period last year. The real primary budget surplus (the public 


sector balance excluding interest payments) grew by 31.3 percent during the January-June 1988 period 
compared to the same time frame a year earlier. 


The monthly rate of increase in the consumer price index has been fallina sharply in 1988, from 15.5 


percent in January to below 1 percent per month between August and October. The December-December 
inflation figure is likely to be in the 50 percent range. 


The growth rates of the major monetary aggregates have been falling in recent months but they remain 
well above inflation. Since the end of last year real credit flows to the private sector have declined 
markedly. Although nominal interest rates have fallen by more than 100 percentage points since January, 
real interest rates remain very high. 


Sales of Treasury bills continue to dominate activity in the financial markets, accounting for more than 80 
percent of total trading activity. Trading in the Mexican stock market has been sluggish although it has 
recuperated somewhat since the October 1987 crash. The stock market index almost doubled between 
January and September 1988 in both peso and dollar terms. 


The Mexican peso, which has been fixed against the dollar since the end of February 1988, appreciated 
in real terms (i.e., after factoring in the difference in inflation rates in the two countries) by about 27 percent 
against the United States currency during the first 9 months of the year. The government has stated the 
exchange rate will remain fixed at least until the end of the year. 


The current account surplus in the balance of payments was only $170 million during the first half of 1988 
compared to $2.8 billion for the same period last year. A $2 to $3 billion deficit is projected for the year 
as a whole. At the end of August gross international reserves stood at $12.06 billion, up slightly from $11.7 
billion at the end of 1987 but down from the record $16.2 billion in May 1988. At the beginning of this 
year Mexico reduced public sector external debt by about $1.1 billion by issuing discounted new bonds 
backed by U.S. Treasury zero coupon bonds in exchange for previously existing public sector debt. 


During 1988 the Mexican government has continued efforts to streamline the parastate sector by selling 
companies and reducing subsidies. By the end of 1988 the government expects there will be about 
450-470 parastate entities compared to 1,100 entities in 1982. 


During the rest of this year and in 1989 the Mexican government is expected to follow through with policies 
to temper inflation, to open the economy, to reduce the fiscal deficit, to lower domestic interest rates, and 
to reduce foreign debt servicing outlays. Economic growth probably will be low. Revenues from petroleum 
exports are likely to decline in coming months but non-petroleum exports are expected to continue to rise. 


'This document was prepared in November 1988. For later information, you may contact the 
Mexico Division of the International Trade Administration, U.S. Department of Commerce, Room 3028, 
Washington, D.C. 20230. Telephone 202/377-4464. 








Foreign direct investment flows in the balance of payments totaled slightly more than $1.5 billion during 
the first half of 1988 as there was a large inflow of funds for projects previously approved under the 
debt/equity swap program. This program, which was suspended in November 1987, may be renewed in 
a modified form in 1989. The government expects to approve about $2 billion in new foreign investments 
this year compared to $3.8 billion in 1987. 


Between January and August 1988 Mexico's crude oil production averaged 2.57 mbd compared to 2.54 mbd 
in 1987. Crude oil exports averaged 1.36 mbd and 1.3 mbd during the same two periods, respectively. 
Average per barrel petroleum prices fell from about 16 dollars in 1987 to less than 10 dollars in October 
1988. Because of falling international crude oil prices, petroleum product export revenues were 15 percent 
lower during the first half of this year than during the first half of 1987. 


After eliminating official reference prices, reducing prior import permits, and cutting maximum tariff rates from 
40 to 20 percent last year, the government has continued its efforts to liberalize trade in 1988 by reducing 
tariffs on more than 7,500 product categories. Average tariff rates are now less than 10 percent. 


Output in the agricultural sector rose by only 0.5 percent during the first half of 1988 and it is expected to 
decline slightly for the year as a whole. Poor climatic conditions have resulted in shortages of several basic 


agricultural products. Forestry output grew but fishing and cattle raising slumped during the first six months 
of the year. 


Mexican merchandise purchases from the United States rose 36.4 percent during the first half of 1988 
compared to 17.7 percent during all of 1987. The government’s on-going efforts to open the economy 
should mean greater opportunities for U.S. exporters during the rest of 1988 and in 1989. 


ll. Overview 


So far in 1988, the Mexican authorities have vigoriously implemented the Economic Solidarity Pact which 
was initiated in mid-December 1987 in an effort to quell inflationary pressures and address the problems 
of a burgeoning public sector deficit, soaring domestic interest rates, and exchange rate instability. The 
pact, which was formally signed in mid-December 1987 and subsequently extended by the Mexican 
Government, the business sector, and the labor sector, entails a combination of tight fiscal and monetary 
policies complemented by controls on wages, public sector and controlled prices, and the exchange rate 


as well as an opening of the economy and a concerted campaign to restrain private sector producers from 
raising prices. 


Through September of this year, the pact has achieved considerable success as inflation has fallen sharply, 
programmed budget expenditures have been reduced, nominal interest rates have declined, wage increases 
have been restrained, and nonpetroieum exports have continued to grow. The pact is currently scheduled 
to remain in effect until the end of December 1988 and the government is expected to continue the same 
general policy direction when the Salinas administration takes office on December 1, 1988. Nonetheless, 
even though considerable progress has been achieved the new government will still face major 
macroeconomic problems. These include the high public sector financial deficit, how to reduce domestic 
interest rates without promoting capital outflows, how to deal with the external debt, and how to 
progressively loosen wage and price controls. 


Mexico’s GDP grew an estimated 2 percent and industrial production 3 to 3.5 percent during the first half 
of 1988 although the pace of economic expansion progressively declined over the period. Electricity 
generation and manufacturing were the most dynamic sectors. The rate of growth of the major monetary 
aggregates slowed but remained well above inflation. Stock market activity has been sluggish, and the 
market index is still only a little more than half as high as its October 1987 peak. Large amounts of capital 
flowed into the country during the first 4 months of the year but this trend has since reversed and gross 
international reserves fell by more than $4 billion between May and September to a still more than adequate 
$12 billion. Both the trade and current account surpluses have shrunk markedly this year in spite of 
increased revenues from the tourist and in-bond sectors. 
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The government’s program of carrying out in-depth structural reforms has continued during the first half 
of 1988. The parastatal sector continues to be streamlined, and trade liberalization has been accelerated, 
particularly as evidenced by a sharp increase in imports. Tariff rates have been cut on a wide range of 
products and import licensing requirements are no longer necessary for products which constitute over 
three-fourths of total Mexican imports. During the first half of this year the country’s external debt fell by 
more than $4 billion, as the private sector moved aggressively to reduce its external debt and the 
government implemented a program to swap some of its debt obligations at a discount for new bonds. 


Ongoing efforts to temper inflation and to open the economy are expected to achieve continued success 
but-economic activity is likely to be restrained during the rest of this year and the first part of 1989. At the 
same time, the country’s balance-of-payments situation is likely to continue to weaken as international 
petroleum prices are falling and imports are expanding at a rapid pace. 


lll. 1988: Recent Developments 


Economic Policy. The Mexican authorities set the broad outlines of economic policy for 1988 with the 
introduction of the Economic Solidarity Pact in December 1987. At that time the government was confronted 
with an increasingly unstable situation characterized by accelerating inflation, heavy speculation against the 
peso which had forced the Bank of Mexico to withdraw from the free exchange market, increasing problems 
in financing public sector expenditures, and a 72 percent decline in the stock market index over a period 
of only 9 weeks. These developments convinced Mexican economic policymakers of the need to switch 
from an approach of gradual adjustment to stronger medicine. Furthermore, in an effort to maximize public 
participation and support, it obtained the formal endorsement for a tougher macroeconomic policy course 
by representatives from the private sector, organized labor, and the rural sector. 


The measures introduced when the Economic Solidarity Pact was unveiled included the following: (1) a 22 
percent devaluation of the controlled peso; (2) a cut in public sector expenditures and increases in revenues 
to boost the government’s primary budget surplus (the balance excluding interest payments) from 5.3 to 
8.3 percent of GDP and to reduce the public sector financial deficit from nearly 16 to 10 percent of GDP; 
(3) acceleration in the program of sales of parastatal enterprises; (4) increased credit restrictions; and (5) 
a reduction in the maximum import tariff from 40 to 20 percent and elimination of the 5 percent general 
import surcharge. In addition, government controlled wages and prices were frozen for 75 days--supported 
by a constant or slightly devaluing exchange rate--and forward looking indexation of key prices thereafter. 
Prior to the initial freeze, several key government-controlled goods and services prices were raised by 80 
to 85 percent, and minimum wages were boosted a cumulative 38 percent. At the same time, the 
government exhorted the private sector to keep price increases in line with cost increases and threatened 
sanctions for "excessive" price hikes for products not subject to price controls. 


On March 1, 1988, the government decided to accelerate the war on inflation by keeping government- 
controlled prices and the exchange rate fixed while granting a modest 3 percent minimum and contractual 
wage increase. At the end of May the authorities formally extended the pact through August at which time 
the government announced that the pact would remain in effect until the end of November with no further 
adjustments in minimum wages, no increases in prices for goods and services produced by the public 
sector, the elimination of value-added taxes on processed food products, a 30 percent cut in income taxes 
for individuals earning up to four times the minimum wage, a 3 percent reduction in prices of goods and 
services produced by the private sector, and a continued freeze of the peso/dollar exchange rate. On 
October 16 President-elect Salinas met with the other signatories of the pact, and it was formally extended 
until the end of the year, thereby signaling continuity in the government's economic strategy. 


Mexican economic policymakers believe that they must continue with an approach of in-depth structural 
change and an opening of the economy. To achieve these objectives in 1988 they have relied on a fixed 
exchange rate backed by high levels of international reserves, strongly positive real interest rates, severe 
credit restrictions, and tight fiscal policies. They also believe that the country must work diligently to reduce 
the net external transfer of resources for foreign debt service so that economic growth can be restored in 
the medium term. So far their policies have been very successful in reducing inflation from 15.5 percent 
in January to 0.6 percent in September. Nonetheless, they are aware that more permanent progress on 
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inflation will require continued improvements in public finances and a reduction in the government's 
borrowing requirements as well as an eventual loosening of price, wage and exchange rate controls. 


Production and Employment. After expanding rapidly during the second half of 1987, economic activity 
progressively slowed during the first 6 months of 1988 as GDP growth in the first quarter was 3.3 percent 
but fell in the second quarter to 0.7 percent. The most dynamic sectors were manufactured exports (up 
20 percent); electricity (up 5.8 percent); transport and communications (up 3.6 percent); and financial 
services, real estate and insurance (up 3.1 percent). Overall manufacturing output rose by 2.7 percent but 
the rate of expansion fell from 5.3 percent in the first quarter to 0.2 percent in the second quarter. 
(Tables 2 and 3.) 


The mining sector grew by 2.8 percent during the first 6 months of 1988, down from 6.9 percent in all of 
1987. Iron and nonferrous metals registered the most dynamic rises while the largest segment of this 
sector, petroleum and gas extraction, grew by only 1.8 percent. After recovering during the last quarter of 
1987, construction activity increased only 1.3 percent in the first 6 months of 1988, with first quarter growth 
of 5.6 percent and second quarter contraction of 2.6 percent. 


With the exception of food, beverages, tobacco and cement, which showed negative growth during the first 
half of the year, every major industrial subsector expanded. Basic petrochemicals, iron and steel, and car 
engines and parts enjoyed particularly strong performances. Agricultural production, on the other hand, was 
nearly flat. During the first half of 1988, the most dynamic subsectors in manufacturing were durable 
consumer goods which grew by 5 percent, and capital goods, which grew by 4.6 percent. Output of 
intermediate goods also was up by 3.7 percent, and much of the production was destined for export. 


After falling during the January-August 1987 period, gross fixed investment expanded by 12.7 percent 
during the last 4 months of the year and by 7.7 percent during the first five months of 1988. Much of this 
growth was accounted for by increases in imports of machinery and equipment as many companies sought 
to take advantage of the government's program of import liberalization. 


Overall industrial growth (which in addition to manufacturing includes electricity, construction and mining) 
has begun to slow over the course of 1988 with the annual rate of expansion falling from 5.2 to 0.9 percent 
during the first and second quarters of the year, respectively. This reflects the fact that internal demand 
has been falling as the government's anti-inflation program has taken hold. The economy is projected to 
shrink somewhat in the second half of 1988, and for the year as a whole, GDP growth is expected to be 
flat. 


The increase in economic activity between May 1987 and May 1988 produced a 5.7 percent increase in the 
number of new workers registered in the Mexican Social Security System. Much of this expansion was due 
to the dynamic growth of the in-bond and tourism industries in Mexico. Even so, unemployment and 
underemployment have become increasingly serious problems in Mexico and only about 200,000 new jobs 
per year are being created compared with 800,000 to 1 million yearly entrants into the labor force. 











Table 2 
Industrial Production, 1986-1988 
(Percent Change)! 
1986 1987 1988 
(Jan-June) 
General Index (1970=100) 4.8 4.1 3.0 
Mining -2.4 3.8 3.0 
Manufacturing -3.4 3.9 3.3 
Construction -14.3 4.7 1.3 
Electricity 3.9 5.8 5.6 
Petroleum -6.6 4.5 1.8 
Selected Sub-indicies 
Food, Beverages, Tobacco 7 0.5 -2.1 
Textiles and Clothing -5.9 -0.6 4.9 
Chemicals, Rubber, Plastics -2.0 3.9 3.3 
Basic Metals -8.4 14.8 11.2 
Cement 3.5 12.7 -1.72 
Iron and Steel -10.7 3.7 14.02 
Cars and Trucks -27.1 10.5 27.22 
Car Engines and Parts -13.4 -0.8 19.82 


1 Percent change in average non-seasonally adjusted index from the Bank of Mexico's 
September Indicadores Economicos. 
2 January-May. 


Table 3 
Manufacturing, 1986-1987 
(Percent Change) ' 


1986 1987 19882 

(Jan-June) 

General Index 3.4 3.9 3.3 
Consumer Goods 2.9 0.5 0.0 
Durables -9.8 1.4 5.0 
Nondurables -1.3 0.3 -1.0 
Intermediate Goods 4.8 5.0 3.7 
Capital Goods -11.6 9.6 4.6 


1 Percent change in average index for 1986. 
2 Figures for sub-indices are calculated from the Bank of Mexico’s September Indicadores 
Economicos. 


Public Finances. During the first half of 1988, the public sector financial deficit reached 22.8 trillion pesos, 
a real decline of 11.3 percent compared to the same period in 1987, while the government’s primary budget 
surplus (the public sector balance after subtracting all interest payments) reached 19.8 billion pesos, a real 
improvement of 31.1 percent. This latter figure demonstrates that the government has taken considerable 
belt tightening measures during the first half of the year and reflects substantial cuts in current and capital 
expenditures as well as in federal transfers to the parastatal companies (Table 4). 








8 


Nonetheless, rising interest payments on internal and external debt plus falling petroleum revenues more 
than offset increased revenues from other sources, particularly income and sales (IVA) taxes, and thus 
added substantial pressures to the government's financial situation. The operational balance, which 
excludes from government expenditures the inflationary component of interest on peso-denominated internal 
debt and which is a measure of the use of real resources in the economy, was an estimated deficit of 300 
billion pesos. The operational deficit so far in 1988 compares with the operational surplus in 1987. It 
explains in part Mexico’s weakening current account performance over the course of this year and clearly 
indicates the cost to the economy of high real domestic interest rates. With international oil prices declining, 
oil export earnings fell 15.6 percent in real terms during the first half of the year compared to the January- 
June 1987 period. Real non-oil revenues, on the other hand, expanded by almost 19 percent, spurred 
particularly by a jump in non-tax revenues which grew almost 300 percent. The bulk of government 
revenues came from income and sales taxes, which together grew by 9 percent in real terms. 


The Mexican Government has been making a concerted effort to cut the public sector deficit, but rising 
interest payments have complicated the task. Real programmable expenditures (total outlays excluding 
interest payments, arrearage payments, and transfers to state and local governments) declined 14.4 percent 
in the first half of 1988 compared to the same period in 1987. However, interest outlays (including off 
budget public sector entity interest), which constituted almost 75 percent of total public sector expenditures, 
rose to 39.54 trillion pesos, a real increase of 3.4 percent compared to the same period last year. Total real 
internal interest payments jumped 11 percent to just over 32 trillion pesos ($13.9 billion using the average 
controlled exchange rate), mainly because continued high inflation kept interest rates and interest payments 
on the country’s 89 trillion peso (end-June) internal debt higher than budgeted. Interest on public sector 
external debt amounted to 7.3 trillion pesos ($3.18 billion), down almost 20 percent in real terms over the 
same period last year. (Table 5) 


Total real financial savings (bank deposits plus Treasury bill purchases) shrunk by 7.8 percent in the first 
half of 1988 compared to the first 6 months of 1987. This was one of the reasons why the authorities were 
forced to keep reai interest rates high in Mexico during this period. In spite of tightened credit restrictions 
to the private sector, the demand for resources to finance the fiscal deficit remained strong. 


During the first 6 months of the year, the government relied heavily on issuing its own securities to finance 
the fiscal shortfall as the amount of government bills and bonds outstanding rose from 36.1 trillion to 51.97 
trillion pesos. Moreover, the share of internal debt outstanding in the form of government securities held 
by individuals rose from 36 to 42 percent between December 1987 and June 1988 while the share of 
commercial bank and development bank lending fell from 42 to 38 percent and the share of the Bank of 
Mexico from 22 to 20 percent. This change in the composition of the public debt was a consequence of 
the government's belief that government securities, particularly Treasury bills and development bonds, were 
generally the least inflationary way of financing the fiscal shortfall. Even so, Mexico’s burgeoning public 
sector borrowing requirement continued to put pressure on domestic financial resources and interest rates. 
The January-June 22.8 trillion peso financial deficit was equal to more than 75 percent of the nominal growth 
in domestic financial savings for the same period. 


With ongoing high real interest rates in Mexico and heavy internal debt servicing costs, it appears that 
financial and operational deficits of the public sector will be higher than programmed. The revised 1988 
budget called for an overall public sector borrowing requirement equal to 10 percent of GDP (down from 
15.9 percent of GDP last year) and a modest operational surplus. Instead total public sector borrowing 
requirements are likely to be at least 11 to 12 percent of GDP, and the operational deficit will be about 2 
to 3 percent of GDP. This means the Mexican Government will continue to have to take concerted actions 
to temper the deficit in order to insure longer term progress in controlling inflation. 


Table 4 


Public Sector Financial Balances 


(Billions of Pesos) 


Total Federal Govt Income 
Petroleum Sector 
Nonpetroleum Sector 

Tax Revenues 

Nontax Revenues 

Capital 


Total Federal Govt Expenditures 
Programmable Expenditures 
Direct Outlays 
Current 
Capital 
Transfers 
Current 
Capital 
Nonprogrammable Expenditures 
Interest and Debt Payments 
Other 


Other Concepts 
Federal Government Deficit 


Balance of Controlled 
Parastatal Companies 
Pemex 

Other 


Deficit of Federal Government 
and Controlled Enterprises 
Deficit of Public Sector 

Entities Outside Budget 
Differences in Sources of 
Financing 
Economic Deficit 
Financial Intermediation 
Financial Deficit 


1 Using a deflator of 161 percent. 


January-June 
1987 1988 
12,647 34,353 
5,437 11,978 
7,210 22,375 
6,620 18,046 
583 4,316 
7 13 
21,916 55,840 
6,404 13,423 
3,108 6,789 
2,688 6,130 
427 659 
3,296 6,635 
22,152 4,821 
1,144 1,814 
15,512 42,417 
12,805 36,140 
2,707 6,277 
31 72 
9,238 21,415 
509 2,610 
196 1,654 
313 955 
8,729 18,806 
145 539 
0 374 
8,874 19,719 
974 3,084 
9,849 22,802 


Real 
Percent 
Change’ 


96.4 
223.3 
16.9 


-17.5 
42.4 
-14.9 


21.3 
-11.3 
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Table 5 
Public Sector Finances 
(Billions of Pesos) 


January-June Percent Percent 

1987 1988 Growth Growth 
Financial Deficit 9,849 22,802 131.5 -11.3 
Financial Intermediation 974 3,083 216.5 21.3 
Economic Deficit 8,874 19,719 122.2 -14.9 
Interest Payments 14,658 39,543 169.8 3.4 
Primary Surplus 5,784 19,824 242.7 31.3 


Inflation. Consumer prices rose 45 percent and producer prices 35.6 percent during the first 8 months 
of 1988. This compares with increases of 81 and 90.4 percent, respectively, in the same period in 1987. 
The average increase in consumer prices--i.e., on a monthly basis compared to the same month a year 
earlier--was 146.5 percent (versus 122.2 percent for the first 8 months of 1987) and the average increase 
of producer prices was 135 percent (versus 135.6 percent during January-June 1987). During the August- 


October 1988 period, consumer price inflation averaged less than 1 percent per month, compared to 15.5 
percent in January 1988 (Tables 6 to 8). 


The rate of inflation in Mexico has been decelerating rapidly for a number of reasons: 


-- The nominal exchange rate in the controlled, free, and bank markets has been held steady since 


February 1988, and the government has stated that these rates will be maintained through the end of 
the year. 


-- Continuing price freezes for most public sector goods and services. 

-- A concerted effort to convince private sector producers to keep price increases down. This included 
a major campaign to get private sector producers to lower prices by 3 percent in connection with the 
mid-August extension of the Economic Solidarity Pact. 

-- A sharp fall in nominal interest rates between February and June 1988. 

-- No increases in the minimum wage since March 1988. 


-- A marked decline in the rate of growth of the major monetary aggregates. 


Reduced inflationary expectations due to increasing success in the government's efforts to convince the 
public it is engaged in a long-term campaign to temper price increases. 


-- Sharp cuts in programmable expenditures in the public sector budget during the first 8 months of the 
year and commitments to make further cuts during the rest of 1988. 


Since monthly inflation during the last 4 months of 1988 was expected to average less than 1 percent, the 
rate of inflation for the year as a whole is likely to be in the 50 percent range. The battle against inflation 
will continue to be one of the government's highest macroeconomic priorities after the new administration 


takes office at the end of this year and the authorities are hoping to reduce December-December inflation 
to 10 percent or below in 1989. 


During 1988 the minimum wage in Mexico has been adjusted upward twice (20 percent in January and 3 
percent in March). Through September cumulative consumer price inflation was 45.5 percent so the 
minimum wage declined about 15 percent in real terms. At the end of September 1988, the minimum wage 





(Percent Change for 12-Month Period Ending July 1988) 


CPI 
General Index 121.8 
Food 115.9 
Clothing 133.4 
Housing 134.5 
Household Items 124.8 
Health Care 104.1 
Transportation 113.1 
Education 135.4 
Other Services 138.6 


11 


Table 6 
Consumer and Producer Price Indices ' 


General Index 
Agroindustry 


Mining 
Petroleum 


Machinery & Equipment 
Food and Tobacco 


Chemicals 


Construction 


Electricity 


1 Accumulated, July 1987-July 1988. 


Evolution of Inflation in Mexico 


Table 7 


Percentages 


was 7,998 pesos per day ($3.52) in Mexico City and other high cost areas and 7,252 ($3.19) for the rest 
of the country. 


PPI 


103.1 
113.6 

68.6 

36.7 
107.4 
113.2 
110.6 
118.7 
117.0 


Increase in the National Consumer Price Index 


Monthly 

Rate 
1986 
December 7.9 
1987 
March 6.6 
June te 
September 6.6 
December 14.8 
1988 
January 15.5 
February 8.3 
March 5.1 
April 3.1 
May 1.9 
June 2.0 
July Ta 
August 0.9 


September 0.6 


(NCPI, 1978 = 100) 


Year to Date 


105.7 


23.6 
55.0 
93.1 
159.2 


15.5 
aa.7 
31.5 
35.5 
38.2 
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increase in the National Producer Price Index 
(NPPI, 1980 = 700) 


Monthly Annual2/ 
Rate Year to Date Annual 1/ Average 

1986 

December Td 102.3 102.3 ‘735 
1987 

March 8.4 28.0 125.0 117.1 
June 7.7 62.6 141.8 128.9 
September 7.8 105.2 152.8 138.0 
December 12.3 166.7 165.5 145.3 
1988 

January 18.2 18.2 184.4 184.4 
February 5.6 24.9 181.8 183.1 
March 2.6 28.1 166.7 177.2 
April 2.1 30.8 149.1 169.3 
May 1.0 32.1 133.2 160.9 
June 74 33.5 118.9 152.4 
July 1.6 35.7 103.3 143.6 
August 0.1 35.8 90.1 135.0 
September -1.0 35.4 74.3 125.3 


1 Annual = Index in month/Index in same month, previous year 


2 Annual Average = Average index from January through month/Average index from January 
to same month, previous year. 


Source: Bank of Mexico, Sistema Micro-Sie, and press release, September 1988. 
Table 8 


Price Controls and Inflation, 1986-1988 
Percent Change 


Jan-June 

Share 1986 1987 1988 

General Inflation 100.0 105.7 159.2 41.0 
Nonprice-Controlled 

Products 64.7 100.1 157.6 45.1 

Price-Controlled 

Products 35.3 1177 162.2 33.1 

Public Goods 8.7 127.2 170.7 34.0 

Private Goods 26.6 114.9 159.6 30.6 


E. Monetary and Financial Policies. Mexican monetary authorities have managed to lower the growth 
of the major monetary aggregates over the course of 1988. Between March and August 1988, the annual 
growth rate of the basic monetary aggregate, M-1, fell from 140 to 105 percent while the growth rate of 
M-4, the most comprehensive monetary aggregate, declined from 154 to 93 percent. The growth of the 
monetary base (currency plus deposits in the banking system) expanded substantially through June when 
it reached 104 percent, but then began to decline through August when the annual growth rate fell to 81 
percent. Nominal passive interest rates (as measured by short-term Treasury bill rates) fell from 157 percent 
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in February to 40.5 percent in June 1988 and rose slightly thereafter, reaching almost 52 percent in 
November. 


Much of the contraction in the monetary aggregates reflects declines in international reserve levels and 
tight credit conditions in the country. Between May and August 1988, gross foreign exchange reserves 
declined by about $4 billion. Furthermore, in real terms the amount of credit outstanding to the private 
sector from the banking system has progressively fallen because so far this year the Bank of Mexico has 
limited banks to lending not more than 85 percent of their total outstanding credits as of December 1987 
to the private sector. At the end of June credit from the Mexican commercial and development banks 
outstanding to the private sector was 7.9 percent below the December 1987 figure in real terms. The 
monetary authorities have also made a strong effort to absorb excess liquidity by issuing government 
securities (mainly 28-day Treasury bills) and reducing net credit from the central bank. 


Although nominal interest rates in Mexico have fallen sharply in 1988, inflation has declined at an even 
quicker pace. This means that real interest rates have been rising, thereby helping the disinflation process 
since they have tempered aggregate demand and inventory accumulation. As of mid-October, nominal 
annual active interest rates for a private company borrowing from a Mexican commercial bank reached 74 
percent (this is the all-inclusive 30-day cost of credit at banks (i.e., the bank cost of raising funds, plus 
profit margins, advance interest, and 25 percent compensating balances). This means that the real interest 
rate (i.e., after taking inflation, which was running at an annualized rate of 7 to 8 percent, into account) was 


about 61 percent. Nominal passive interest rates paid on Treasury bills stood at 45 percent so real passive 
interest rates were about 35 percent. 


Financial Markets. Mexican financial markets are dominated by trading in short-term Treasury securities. 
For example, during September 1988, the total value of trading in Mexico’s money and capital markets was 
101 trillion pesos, of which 84.9 trillion pesos or 83.8 percent of the total was in Treasury bills. Most of 
these bills had 28-day maturities; Mexican investors have demonstrated a marked preference for financial 
assets with very short-term maturities. 


Among the other major financial instruments traded in Mexico are commercial paper, PAGAFES (public- 
sector savings instruments which are protected against peso devaluations), short-term debt obligations 
issued by the stock brokerage firms themselves, and stocks. There is both a formal and an informal 
commercial paper market in Mexico, and the latter has increased in popularity as a source of financial 
resources for Mexican companies, growing by more than 250 percent during the first quarters of the year. 
The informal commercial paper market typically works by Mexican stockbrokerage houses bringing together 
two Clients, one with money to lend and the other needing to borrow funds. The resulting commercial paper 


typically pays 3 to 5 percentage points more than 28-day Treasury bills, thereby making it attractive to 
investors. 


In spite of efforts by the Bank of Mexico to tighten monetary policies in 1988, there is considerable liquidity 
in the Mexican economy. This is due to highly attractive returns on peso denominated assets, the growth 
of nonbank financial intermediaries, and a desire on the part of the Mexican authorities to avoid an 
excessively sharp recession in the economy. Paradoxically, this liquidity situation has not alleviated 
pressures on domestic interest rates as investors have sought very high real returns to keep their savings 
in pesos. The need to maintain sharply positive real interest rates has been due in part to speculation that 
the peso will be devalued although the government has consistently maintained that the exchange rate will 
remain fixed through the end of December. 


Some 25 stockbrokerage firms operate 40 fixed-income and 37 variable-income mutual funds and several 
recently authorized mutual capital funds. Foreigners are permitted to invest in any mutual or venture capital 
fund as well as in Series B stocks of about 75 listed companies, in commercial paper, and in debentures. 
The Mexico Fund--a closed-end mutual fund investing in blue-chip Mexican companies--is listed on the New 
York Stock Exchange and three Mexican companies--TELMEX, TAMSA, and CIFRA--have issued American 
Depository Receipts and are registered in the United States over-the-counter market. 


Mexico’s stock market index rose by 87 percent in both peso and dollar terms during the first 10 months 
of 1988. This occurred after a marked collapse during the last quarter of 1987 when the index dropped 
by 72 percent. Much of this happened in the wake of the October 19 collapse of the U.S. and world stock 











14 


markets. Although the index has recuperated somewhat, trading activity through October has generally 
been sluggish. 


Exchange Rate. Mexico has three exchange rates which have been virtually frozen since mid-December 
1987 and officially frozen since end-February 1988 as part of the Economic Solidarity Pact. The controlled 
exchange rate applies to most exports and imports, debt payments, and in-bond industry receipts. The 
Official free rate is the rate commercial banks use to buy and sell dollars. The private free rate is the rate 
offered at the exchange houses. The government kept the difference among the three exchange rates 
below 1 percent for most of 1987 and so far in 1988. In November of last year, however, the Bank of 
Mexico withdrew from the free market to preserve foreign exchange ‘reserves in the face of heavy dollar 
demand and the peso depreciated 33 percent in banks and 42 percent in private exchange houses. 
Because the controlled peso was not devalued at the same time, the difference between the controlled and 
free rates widened to over 40 percent and remained that way until the controlled rate was devalued in 
December. The difference then shrunk to 9 percent and has since narrowed further to below 1 percent. 


The controlled (dollar-purchase) exchange rate has depreciated by only 3 percent so far in 1988 while 
through September the Mexico-U.S. inflation differential was about 41 percent, for real peso appreciation 
of 27 percent against the United States dollar over the period. The free exchange rate depreciated 3.1 
percent in banks and 0.4 percent in exchange houses during the first 8 months of 1988, but neither of these 
rates have changed significantly since mid-March. The Bank of Mexico’s real exchange rate index (which 
measures changes in the real value of the peso against a broad range of third-country 

currencies) showed real peso appreciation of 23.2 percent from December 1987 to August 1988. 


Balance of Payments and External Debt. During the first half of the year, Mexico’s current account 
surplus fell to $170 million (compared to $2.8 billion during January-June 1987) and the capital account 
surplus totaled $325 million (compared to $3.2 billion a year earlier). Merchandise exports rose 5.2 percent 
during the first half of 1988: petroleum exports fell 14.7 percent (versus a 36.8 percent rise in 1987) and 
nonpetroleum exports rose 19.4 percent (versus a 23.7 percent increase in 1987). Over the same period, 
petroleum exports represented 34 percent and nonpetroleum exports 66 percent of total merchandise 
exports versus 42 and 58 percent, respectively, for all of 1987. Agricultural exports rose 15 percent in 
January-June 1988 (versus a decline of 27 percent in 1987). Agricultural exports increased their share of 
total merchandise exports from 7.5 percent in 1987 to 9.6 percent in January-June 1988. Manufactured 


exports continued to grow, but at a slower pace--20 percent in the first half of 1988 versus 39 percent in 
1987. (Table 9) 


Merchandise imports rose 53.3 percent during the first half of 1988 compared with 6.9 percent for all of 
1987: private sector imports of consumer goods rose 164 percent and private imports of intermediate 
goods jumped 58 percent. The country’s trade surplus fell 53 percent to $2.4 billion in the first 6 months 
of the year versus $4.76 billion for the same period in 1987. In services, interest earned on Mexico's 
international reserves grew 35 percent to $1.09 billion, in-bond industry receipts grew 40 percent to $1.02 
billion, net tourism receipts grew 12 percent to $1.04 billion and interest payments rose slightly to $4.40 
billion in the first half of 1988 from $3.86 billion during the same period in 1987. 


Mexico's trade balance narrowed steadily between January and June. The monthly trade surplus averaged 
$399 million in the first half of the year compared to $794 million in the first half of 1987 and $612 million 
in the second half of 1987. A sharp increase in imports and higher interest payments were major reasons. 
The monthly current account surplus also declined, from an average of $324 million in 1987 to an average 
of only $21 million in the first half of 1988. The sharp reduction in tariff rates and import licensing 
requirements combined with real peso appreciation against the dollar have boosted imports and slowed 
non-oil export growth somewhat. In addition, declining international oil prices have depressed crude oil 
export earnings, and their greatest effects are being felt during the second half of the year. Thus, the trade 


surplus for the year as a whole is likely to shrink to $1 to $2 billion, and the current account will register 
a deficit of about $2.5 to $3.5 billion. 


During the first 6 months of 1988, foreign tourists spent $1.43 billion in Mexico while Mexican tourists spent 
$390 million abroad. Net tourist income of $1.04 billion was up 12 percent from a year earlier and tourism 
was Mexico's third largest source of foreign exchange after crude oil. The number of tourists visiting 
Mexico increased 8.4 percent to 3 million in the first half of 1988 from 2.77 million in the same period a 


1987 
Full 
Year 
Current Account 
Balance 3,881.2 
Merchandise Trade 
Balance 8,434.3 
Exports 20,656.6 
Imports 12,222.9 
Tourism (Net) 1,558.9 
In-Bond 1,572.5 
Frontier Transactions 
(Net) -354.2 
Interest Payments -8,115.9 
Other 854.3 
Capital Account 
Balance 1,198.7 
Long term Capital 4,355.5 
Liabilities 4,044.0 
Banking 366.5 
Public Sector 4,060.2 
Private Sector 583.8 
Direct Foreign 
Investment 3,248.0 
Other -2,664.2 
Redocumentation and 
Other Finance -1,482.9 
Assets -288.5 
Short-term Capital 3,156.8 
Liabilities -890.9 
Banking 248.2 
Public sector -517.8 
Private Sector -373.1 
Foreign Firms -399.3 
Other Firms 26.3 
Assets -2,265.9 


Errors and Omissions 855.4 


Reserve Change’ 6,924.4 
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Table 9 
Mexico’s Balance of Payments, 1987-1988 
(U.S. Dollar Millions) 


January-June 
1987 1988 
2,808.0 170.5 
4,760.0 2,391.4 
10,187.5 10,713.0 
5,427.5 8,321.6 
933.7 1,043.5 
730.3 1,023.0 
-151.5 -225.4 
-3,854.7 -4,399.7 
390.2 338.1 
3,190.0 325.3 
4,122.4 1,901.8 
4,392.9 1,860.4 
360.1 495.6 
3,801.0 1,653.1 
590.9 207.3 
1,321.0 1,527.8 
-730.1 -1,320.5 
-451.6 -456.0 
-363.1 41.4 
-932.4 -1,576.4 
-569.2 -994.0 
204.6 -742.8 
-654.5 -813.8 
85.3 -180.2 
-35.0 -152.7 
120.3 27.5 
-363.1 -582.4 
800.7 417.4 
7,009.0 442.1 


year earlier. Foreigners spent an average of $46.62 per day in Mexico (3 percent more than in first half 
1987) and stayed an average of 10.2 days (up from an average stay of 9.9 days in January-June 1987). 
The number of Mexican tourists traveling abroad increased 9.4 percent to 1.3 million in the first half of 1988 
from 1.19 million in the first half of 1987. Mexicans spent an average of $39.50 per day abroad (4.5 percent 
more than in 1987) and stayed an average of 7.5 days (the same as in 1987). 


Percent 
Change 
Jan-June 
1987/1988 


-93.9 


-89.8 


-57.6 

40.1 
-56.5 
-64.9 


15.7 
80.9 


1.0 
-115.4 


69.1 
74.6 
-463.0 
24.3 
-311.2 
336.3 
35.4 
60.4 


-47.9 


-93.7 


1 includes demonetization of gold and silver and valuation adjustments. 
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Parastatal Sector. During 1988 the Mexican Government has continued to carry out its program to 
disincorporate nonstrategic and nonpriority parastatals through sale, liquidation, merger or transfer to state 
governments. The largest parastatals in the process of being privatized are the state-owned airlines, 
Compania Mexicana de Aviacion (Mexicana) and Areonaves de Mexico (Aeromexico); Cananea and 
Mexcobre, both billion dollar copper mining companies; Dina, Mexico’s only heavy truck producer; and 17 
state-owned sugar mills. 


Between 1982 and June 1988, 765 state-owned entities were selected for disincorporation and 59 new state 
entities have been created. Once the entire disincorporation process has been finished the parastatal sector 
in Mexico is expected to be comprised of only 449 entities, down from over 1,100 entities in 1982. Of this 
total only 85 will be industrial companies. The government’s objective is to get the state entirely out of 
certain industrial areas such as automobile production, secondary petrochemicals, chemicals and 
pharmaceuticals, soft drink bottling, textiles, cement, domestic electronics, earthenware, dishware, and 
bicycles. The Mexican authorities also hope to reduce public sector ownership in the steel, mineral 
metallurgy and tourism sectors. Over the past year, the government has sold several hotels (including 
CASTAL Palamar and CASTAL Puerto Escondido). Some of the industrial companies from the conglomerate 
Productos Pesqueiros Mexicanos have been sold and others liquidated. 


In the state-owned industrial sector, the government has made good progress in reducing subsidies. This 
year fiscal transfers are being made to only 22 companies compared to 49 companies in 1983. 
Furthermore, the size of these transfers has been reduced from 2.5 to an estimated 1.3 percent of GDP. 
This year nearly 80 percent of subsidies have been used for the generation of electricity, sugar production, 
and fertilizer production. 


Outlook for 1989. It appears that the recession that began in mid-1988 will continue in the first half of 1989 
because of the effects of budget cuts, credit restrictions, high real interest rates, wage and price controls 
and declining purchasing power. At the same time, the government expects its tough fiscal and monetary 
stance, the fixing of key prices and wages in the economy, and further import liberalization to keep inflation 
for 1989 at 10 to 15 percent compared to just under 50 percent this year. (Table 9.) 


Lower inflation should allow the economic authorities to push down interest rates progressively and permit 
modest economic recovery during the second part of 1989. The government probably will program a large 
primary budget surplus (the public sector balance excluding interest payments) and declining public sector 
interest payments which would make possible a substantial reduction in its financial deficit and borrowing 
requirement next year. The Mexican authorities are also planning further cuts in noninterest outlays and 
are assuming that world oil prices will be in the $10 per barrel range for Mexican crude petroleum exports. 
This would mean lower federal government revenues from petroleum again next year and increased reliance 
on other sources of funds. 


Mexico’s trade and current account balances are likely to be in deficit in coming months. Lower 
international oil prices are cutting oil export earnings while real peso appreciation against the dollar could 
lead a continued rapid growth in imports and some slowing in the rate of growth of manufactured exports. 
The country’s capital account balance turned negative during the second quarter of 1988, and a deficit is 
likely to emerge for the year as a whole. In 1989 the government hopes to reverse a trend of net 
repayments of debt abroad by obtaining increased disbursements from multilateral and bilateral sources and 
through further negotiations with its commercial bank creditors. 


Perhaps the most difficult challenge facing Mexican economic policymakers in 1989 will be how to adjust 
and begin to progressively dismantle the Economic Solidarity Pact without rekindling inflation. It is probable 
that some modest upward adjustments in minimum wages and controlled prices will be necessary early next 
year. This makes it particularly important to follow through with actions to reduce the public sector financial 
deficit and the rate of expansion of the major monetary aggregates to help offset the inflationary effects. 
Exchange rate movements also will be important. The monetary authorities would like to keep the exchange 
rate frozen as long as possible, in part because of its effect on inflationary expectations. Even though the 
Mexican authorities recognize they are facing a delicate balancing act, they are heartened by the 
considerable success they have achieved with the Economic Solidarity Pact, and they are confident they 
can continue to make progress in 1989. 
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Table 9 
Selected Macroeconomic Estimates For 1988 
1987 1988 
Actual Projected 
GDP (percent p.a.) 1.4 0.5 
Consumer Price Inflation 159.2 48.0-50.0 
(December-December) 
Public Sector Financial 
Deficit (percent of GDP) 15.9 11.0-13.0 
Average Annual Interest Rates 95.0 67.0 
(bank deposits) 
End-of-Period 
Controlled Exchange Rate 2,200.0 2,273.0 
Petroleum Export Price 
(dollars/barrel) 16.0 12.0 
Exports ($ billions) 20.6 20.9 
imports 12.2 18.7 
Trade Balance 8.4 2.2 
External Interest 8.2 9.1 
Current Account 3.9 -2.7 
Gross International Reserves 13.7 10.0 


IV. Foreign Investment and the Debt/Equity Swap Program 


According to the National Foreign Investment Commission (NFIC), the value of new foreign investment 
authorized in Mexico is expected to total $2-$2.5 billion in 1988, compared to $3.8 billion in 1987 and $2.4 
billion in 1986. Not all authorized investment actually flows into the country, however. Total inflows of direct 
investment recorded in the balance of payments were $1.5 billion in the first half of 1988 versus $3.2 billion 
and $1.5 billion in all of 1987 and 1986, respectively. The jump in new investment was largely a function 
of continuing disbursements of funds under previously approved debt/equity swap transactions. 


The Government of Mexico (GOM) estimates that total authorized foreign investment at the end of 1987 
was $20.9 billion, an increase of 93 percent over 1982 when the current administration took office. It is 
expected to reach about $23 billion at the end of this year. Some 70 percent of foreign investment is in 
manufacturing, 28 percent in service industries and commerce, and about 2 percent in mining. At the end 
of 1987, the United States was the leading source of authorized foreign investment with 64.3 percent of the 
total, followed by West Germany (7 percent), Japan (6.4 percent), Switzerland (4.6 percent), Great Britain 
(4.2 percent), and Canada (3.6 percent). 


Mexican foreign investment laws reserve certain economic sectors to the government, others to Mexican 
nationals, and generally limit foreign ownership to 49 percent. Exceptions to the latter rule must be 
approved on a case-by-case basis by NFIC, based on such factors as export orientation and tech- nology 
transfer. Many exceptions have been approved during 1986-88. Under the NFIC General Resolution to the 
Foreign Investment Law, in-bond plants (maquiladoras) may be 100 percent foreign owned. 


NFIC has made a number of improvements in the processing and treatment of applications in recent years. 
It must now respond to applications within 30 working days of receipt. It no longer requires approval for 
certain plant or office expansions or for the transfer of shares among foreigners for existing operations of 
foreign firms in Mexico. It has introduced the concept of "neutral capital", whereby risk capital provided 
by a GOM-recognized international fund will not count as foreign capital. It has streamlined procedures for 
foreign investments by small and medium-sized U.S. firms. 


Partly in response to Mexico’s $103 billion foreign debt, but mainly to attract foreign investment, the 
government instituted a program of debt/equity substitution in May 1986. Under this program, a foreign 
investor could purchase Mexican public sector foreign debt at a discount (at times as much as 50 percent) 
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and tender it to the Mexican Governinent in return for its face value in pesos at a variable discount, usually 
around 10 percent, based on the nature of the proposed investment. (A tax of 0.25 percent was also 
levied.) The investor could then use these funds to make a new investment, increase equity in an existing 
firm, or retire debt of an existing company. 


Public sector debt/equity swaps rose to over $1 billion in 1987, some 57 percent of total investment flows 
for the year. The Mexican Government suspended the public debt/equity swap program in November out 
of concern for its inflationary impact, but may renew it in a more restricted form in the future. If this occurs, 
Mexican authorities expect to adopt an auction mechanism and modify regulations to allow Mexican 
investors with assets abroad to participate in the program. Outside the public debt/equity swap program, 
straight debt capitalizations between private company debtors (such as ALFA and VISA) and commercial 
bank creditors have achieved substantial reductions in private sector external debt and corresponding non- 
inflationary increases in private investment in Mexico. Including debt capitalizations total approvals of 
debt/equity swap transactions by the National Foreign Investment Commission in 1986 and 1987 reached 
$2.95 billion. 


V. Petroleum Sector 


The Mexican economy remains heavily dependent on petroleum production and exports. With crude oil 
production averaging 2.52 million barrels per day during the first 8 months of 1988, Mexico ranks as the 
world’s fifth largest oil producer. Almost half of the oil is refined and consumed domestically, leaving an 
average of 1.35 million bpd for exports during the first three quarters of 1988. Mexico has the capacity to 
sustain a slightly higher level of exports while fulfilling domestic demand for years to come since proven 
oil reserves total 48 billion barrels, about 7 percent of the world’s proven reserves. Total hydrocarbon 
reserves, which add natural gas to oil, are estimated at 70 billion barrels. Furthermore, Pemex (Petroleos 
Mexicanos, the state-owned oil company) has identified hundreds of promising structures, particularly in the 
Gulf of Mexico. (Table 10.) 


The fall in oil prices in 1988 has meant that total petroleum export earnings have fallen precipitously. During 
the first 8 months of the year, crude petroleum exports were down by $1.16 billion compared to the same 
period in 1987, and the total reduction for the year could be $2 billion or more. Furthermore, as a result 
of Hurricane Gilbert, Mexican crude exports fell by an average of 300,000 barrels per day during September 
compared to August. However, this is expected to be a temporary shortfall. Average daily crude oil exports 
during the first 9 months of 1988 were 1.345 million barrels. 


Crude oil accounted for 88 percent of petroleum product exports and refined products made up the balance 
in the January-August period. Mexico earned an average of $12.71 per barrel on crude oil exports during 
the first 9 months of the year (compared to $16.06 in 1987). In response to falling world oil prices Pemex 
has been postponing new projects, reducing the number of new drilling and exploration wells, and cutting 
down the number of construction contracts, while trying to keep up levels of production and exports. 


Petrochemical production for 1988 is estimated at 21 million tons, 2 percent more than last year. The 
value of this production is estimated at about 2.5 percent of GDP. About 1.7 million tons of this production, 
worth $970 million, is expected to be exported. This would leave Mexico as a net importer of 
petrochemicals, by about 300,000. In 1989 Mexico will inaugurate an 800,000 ton petrochemical facility in 
Veracruz. Its major products will be ethylene and ethylene oxide. 
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Table 10 
Petroleum Production 

Percent 

Total of 

Crude Crude Hydrocarbon Total 

Production Exports Exports Exports 

(Thousands of barrels/day) (US$ Millions) 

1977 981 202 1,018.7 21.9 

1978 1,209 365 1,837.2 30.3 

1979 1,461 533 3,986.5 44.7 

1980 1,936 828 10,401.9 68.0 

1981 2,312 1,098 14,574.0 75.0 

1982 2,746 1,492 16,594.5 79.0 

1983 2,665 1,537 16,164.9 74.9 

1984 2,685 1,525 16,601.3 69.0 

1985 2,630 1,434 14,606.0 68.0 

1986 2,428 1,290 6,132.0 38.9 

1987 2,541 1,345 8,475.9 41.0 
1988 

(Jan-Aug) 2,523 1,383 4,785.9 33.7 


Vi. GATT and Trade Liberalization 


On August 24, 1986, Mexico became the 92nd member of the General Agreement on Tariffs and Trade 
(GATT). As part of its GATT accession process, Mexico agreed to bind tariffs on 373 products. About 75 
percent of these were tariff bindings sought by the United States, although in most cases the tariff bindings 
are at rates significantly higher than those currently in effect. Mexico also agreed to open import quotas 
for a small number of consumer and intermediate goods. Mexico signed the GATT Codes on Standards, 
Licensing, Customs Valuation, and Subsidies on July 21, 1987. 


During 1987 and 1988, Mexico accelerated the pace of import liberalization. Official reference prices were 
eliminated and prior import permits greatly reduced. Approximately 95 percent of all tariff items, 
representing about 75 percent of trade by value, are now exempt from the prior import license require- 
ment. In mid-December 1987, as part of its new anti-inflation strategy, Mexico reduced the maximum tariff 
rate from 40 to 20 percent (versus an original end-1988 target of 30 percent). At the same time, the 
government eliminated the uniform general import tax of 5 percent it had imposed early in 1987. The 
average tariff rate has fallen from about 30 percent in 1985 to less than 10 percent at present. Mexico 
has also greatly reduced the number of items subject to export taxes and controls and has expanded 


government programs and financial incentives to exporters. Approximately $1 billion in World Bank loans 
has supported Mexico's trade liberalization. 


In addition to joining the GATT, under a Bilateral Subsidies Understanding with the United States, Mexico 
eliminated its remaining subsidies on export financing at the beginning of 1987. The United States and 
Mexico agreed to a Bilateral Trade and Investment Framework Understanding in November 1987 to establish 
principles to govern trade and investment relations between the 2 countries. Bilateral agreements under 
the framework were negotiated on textiles, steel, and alcoholic beverages in December 1987. The formal 
language of the textile agreement was signed at the presidential meeting at Mazatlan on February 13, 1988. 
The first plenary meeting under the Bilateral Framework took place in February 1988. 


Vil. Agricultural Situation and Outlook 


Mexico’s 1988 agricultural production is expected to decline slightly because of a reduced irrigated crop 
area due to low 1987-88 winter reservoir levels. Corn, sorghum, and cotton harvests are expected to 
increase in 1988, while wheat, soybeans, barley, and rice production will decline. Total grain production 
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is expected to fall slightly, and oilseed production will fall by about 20 percent. The end 1988 and early 
1989 outlook will likely be influenced by continued high cost and lack of credit and uncertainty regarding 


official guarantee producer prices for basic crops. Further shifts to export crops such as fruits and 
vegetables are expected. 


In 1988, cattle numbers are expected to rise about 6 percent, reflecting good pasture conditions and the 
large feeder cattle export quota. Forage production continues to be abundant. Beef output should rise 
about 6 percent due to favorable production conditions and large government buying. Production of dairy, 
swine, and poultry animals have declined sharply in 1988. Through August swine numbers have decreased 
about 17 percent, while pork production has been maintained at 1987 levels because of the increased 
slaughter on farms going out of business. High production costs and low retail prices were the main 


reasons behind these developments. Poultry meat output also has decreased 9 percent during the first 
8 months of the year. 


For the period January to August 1988, Mexico exported $1.4 billion of agricultural products to the United 
States, compared to $1.35 billion for the same time span in 1987. During the first 8 months of the year, 
U.S. agricultural exports to Mexico rose roughly 42 percent to $1.2 billion, and they are expected to continue 
strong in the remaining months of 1988. This increase in exports has been due to a decline in Mexican 
agricultural production caused by a drought, GOM programs to combat inflation, and reduced tariffs and 
fewer import permit requirements. The United States remains Mexico’s predominant agricultural supplier. 
Feed grains, oilseeds, vegetable oils, livestock and products, and planting seeds make up the bulk of 


Mexico’s purchases. Mexico’s principal exports to the United States include coffee, fresh vegetables, fruit, 
live animals, and animal products. 


Vill. Business Opportunities and Services to U.S. Business in Mexico 


Real peso appreciation against the dollar and other major currencies, more rapid import liberalization, and 
rising domestic demand led to a sharp increase in Mexican purchases abroad during the first half of 1988. 
Through August total merchandise imports rose 54 percent compared to a fall of 3.4 percent during the first 
8 months of 1987. Imports from the United States rose 34.6 percent for the first 6 months of the year 
while Mexican exports to the United States grew by almost 18 percent, with a particularly strong 
performance by the automotive sector. Consequently, the Uninted States trade deficit with Mexico shrunk 
to 2.5 billion from 3.15 billion during the first half of last year, a 21 percent decline (U.S. data). 


Mexico’s membership in GATT and its determination to open the economy should boost foreign trade in 
1989 and beyond. The recent acceleration of reductions in import licensing requirements and tariff rates 
have been particularly encouraging. The nonweighted average tariff rate is now about 10 percent and the 
weighted average is below 5 percent (Mexican data). All remaining official reference prices were eliminated 
in 1987, and only about 300 of a total of over 11,000 import tariff items still require prior import licenses. 


Mexico continues to be the third largest market for U.S. exports. The country’s population is young: 64 
percent of all Mexicans are under age 24; 43 percent are under age 14. The literacy rate is above 80 
percent, making Mexico one of the best potential markets in Latin America. Mexico’s demographics, along 
with prospects for economic recovery, make it a potentially very attractive market for U.S. exports. The 


leading opportunities as seen by the United States and Foreign Commercial Service (US&FCS) are as 
follows: 


Telecommunications Equipment and Services. The United Siates is the largest single supplier of 
telecommunications equipment to Mexico, with an import market share of 57 percent in 1987, representing 
U.S. exports of $52.4 million. This market is expected to increase dramatically as Mexico expands its 
telecommunications infrastructure. Furthermore, the Mexican Government is considering privatization of 
Telefonos de Mexico and liberalizing market access to value-added services. Conceivably this market could 
double within the next two years. Best sales prospects include central office switches, satellite 


communication systems, data communications equipment, telephone sets, cellular telephone equipment, 
and possibly value-added services. 


Computers, Software, and Peripherals. The computer market has averaged an annual growth rate of 
almost 10 percent since 1980, thereby making it one of the most dynamic industrial sectors in the country. 
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This market is expected to continue to thrive in coming years and thus offers considerable opportunities to 
U.S. producers who are already the most important source of imports to Mexico. The current U.S. market 
share is 83 percent of all imported computer systems, 75 percent of all imported peripherals, and 90 percent 
of software. U.S. exports of computers and peripheral equipment were over $177 million in 1987. 
Microcomputers, peripherals, and software are the most promising prospects. 


Machine Tools and Metalworking Machinery and Equipment. Demand for machine tools and metal- 
working equipment has risen despite the serious economic crisis in Mexico; the market for this equipment 
is expected to reach $800 million by 1990. U.S. exports are currently $230 million annually. While the total 
market is still below the level of the early 1980s, a variety of new projects are under way in the steel and 
automotive sectors which have boosted demand for this equipment and should continue to do so for the 
next few years. Other high priority end-user segments of machine tools are railroads; shipyards; mining; 
cutlery and tableware; fasteners; metal furniture and accessories; truck, bus-body and semitrailer 
manufacturing; and construction. Locally manufactured machine tools account for a small segment of 
the market. To develop exports, Mexico needs to invest in machine tools and metalworking machinery and 


equipment. Best sales prospects include boring and drilling machines, lathes, milling machines, shears, 
forging machines and welding equipment. 


Oil and Gas Field Machinery and Equipment. Pemex is one of the largest oil companies in the world. 
Although government imposed budget cuts have forced reductions in Pemex expenditures, it remains the 
major source of foreign exchange in the economy, and it will continue to buy needed telecommunications 
equipment; fire fighting systems; precision instruments; pumps, compressors, and refrigeration equipment; 
oil-well drilling and production equipment; cranes; measurement and control instruments; pipes, valves and 
fittings; and chemical products from foreign (primarily U.S.) suppliers. In 1987 Pemex imported $872 million 
in machinery from the United States and this figure is expected to increase modestly in coming years. 


Plastics Industry. The Mexican plastics manufacturing industry has shown a strong growth rate in the 
last decade (almost 7 percent annually), a trend which is expected to continue in the future. Exports in 
1987 from the United States were $54 million of a total market of $100 million. The United States is by far 
the most important supplier of plastic resins to Mexico, supplying 80 percent of the total market, or $342 
million in 1987. End-users of plastics products and resins are found in almost every sector. Best sales 
prospects include extrusion machines, injection molds, mixers, and related equipment as well as resins. 


Other Promising Areas. Other areas that should be of interest to American firms are food processing 
and packaging, commercial fishing and aquaculture equipment, ports and harbor equipment, airport 
equipment, analytical instruments, and consumer and sporting goods. Market profiles on all of the above- 
mentioned sectors are available from the U.S. Department of Commerce, its district offices, and from the 
Commercial Section of the U.S. Embassy in Mexico City. 


The U.S. and Foreign Commercial Service was created by the U.S. Congress in 1980 within the International 
Trade Administration of the U.S. Department of Commerce to provide focused support to U.S. firms wishing 
to export. In Mexico, the US&FCS maintains a staff of 5 American officers and 9 Mexicans in the U.S. 
Embassy, as well as a staff of 3 Americans and 14 Mexicans in the U.S. Trade Center in Mexico City. It 


also maintains one American officer and two Mexican staff in each of the consulates in Monterrey and 
Guadalajara. 


Among the services provided by the US&FCS staff in Mexico are business and investment counseling, a 
business assistance office/information center, market research, and assistance in_ locating 
agents/distributors/representatives, and joint venture partners. It also provides financial profiles of Mexican 
firms, assistance in resolving trade and investment complaints, information on Mexican Government and 
private sector trade opportunities, information on Mexican Government policies, trade promotion, assistance 
in organizing trade missions, representation of U.S. business interests before both the Mexican and U.S. 
Governments, and help in organizing trade exhibitions on a regular basis. Information on these services 
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may be obtained from any of the 49 district offices of the US&FCS in major cities throughout the United 
States, or by calling 905-211-0042, extension 3730, to speak with FCS Mexico commercial officers. 


The U.S. Trade Center, located in the heart of the business and financial district in Mexico City, has 
scheduled the following exhibitions for 1988 and 1989: New-To-Market Companies, December 6-8; 
Telecommunications Equipment, February 14-17, 1989; Computers, Software and Peripherals, April 10-13; 
Construction and Mining Equipment, May 16-19; Sports and Leisure, July 11-14; Graphic Arts Equipment, 
August 1-4; and High Technology, September 19-21. 


For information on any of the above exhibitions, please contact the Trade Promotion Officer, U.S. Trade 
Center, P.O. Box 3087, Laredo, TX 78044-3087. Telephone 905/591-0155. 


The U.S. Travel and Tourism Administration (USTTA) of the U.S. Department of Commerce has a staff of 
three American and six Mexican employees in Mexico who promote travel to the United States from Mexico 
and from other countries in Latin America. The USTTA holds an annual exhibition in February at which 
travel wholesalers can present their packages to the Mexican travel trade. A new exhibition promoting 
business travel and participation in U.S. trade shows and conferences is planned for October 1989. For 
further information contact the Director, U.S. Travel and Tourism Administration, P.O. Box 3087, Laredo, TX 
78044-3087. Telephone 905/520-2244. 
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